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L t ' s  a lways  a p l e a s u r e  t o  v i s i t  Los A n g e l e s ,  and t h e  Town 

Hall is c e r t a i n l y  one of t h e  most p r e s t i g i o u s  forums i n  t h e  

e n t i r e  c o u n t r y .  

Y o u r  i n v i t i n g  me t o  speak  here t o d a y  t e l l s  me one t h i n g :  

though w e  may work i n  d i f f e r e n t  pa r t s  o f  t h e  country-some i n  

p r i v a t e  i n d u s t r y  and some i n  government--we are conce rned  about 

many o f  t h e  same issues. 

I f  I a sked  you t o  i d e n t i f y  t h e  most c r i t i c a l  c h a l l e n g e  f a c -  

i n g  t h e  P r e s i d e n t  and t h e  Congres s  t o d a y ,  I ' m  s u r e  most--if n o t  

a l l - o f  you would s a y  t h e  budge t  d e f i c i t .  And r i g h t f u l l y  so. 

For t h e  f o u r t h  y e a r  i n  a row, t h a t  d e f i c i t  is i n  t h e  v i c i n i t y  o f  

200  b i l l i o n  d o l l a r s ,  and i t  a f f e c t s  n e a r l y - e v e r y  p e r s o n  i n  t h e  

Un i t ed  S t a t e s ,  t o  s a y  n o t h i n g  of people abroari. 

W e  have been h e a r i n g  a l o t  a b o u t  c i e f i c i t s  and t h e  p u b l i c  

d e b t  s i n c e  t h e  1984  P r e s i d e n t i a l  campaign. B u t  t h e  problem i s  

not r e a l l y  a new one. We have had a d e f i c i t  e v e r y  y e a r  s i n c e  

1970. Al though t h e  s i z e  h a s  f u c t u a t e d ,  t h e  t r e n d  h a s  Seen f o r  

those d e f i c i t s  t o  g e t  ever lars ir. 

.4s w e  e n t e r e d  t h e  1980s ,  ? had ' a  p u b l i c  d e b t  o f  about 850  

b i l l i o n  d o l l a r s .  I t  had t a k e n  us about 200 y e a r s  t o  r e a c h  that 

l e v e l .  The d e b t  h a s  now r i s e n  t o  more t h a n  1-1/2 t r i l l i o n  d o l -  

l a r s  and ,  i f  w e  c o n t i n u e  o n  our p r e s e n t  course, i t  w i l l  grow by 

another  t r i l l i o n  b e f o r e  t h e  end o f  t h e  decade .  

I would l i k e  t o  b e g i n  t o d a y  by t e l l i n g  you why I t h i n k  w e  

c a n n o t  a f f o r d  to l e t  t h a t  happen. 

WRY THE DEFICIT IYATPEFS 

I n  s i m p l e  terms, t h e  d e f i c i t  m a t t e r s  b e c a u s e  i t  shows t h a t  

o u r  government  is l i v i n g  beyond i t s  means. We-the c i t i z e n s - -  
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t h r o u g b  o u r  e l e c t e d  r e p r e s e n t a t i v e s - - a r e  demanding s e r v i c e s  fo r  

w h i c h  we a r e  u n w i l l i n g  t o  t a x  o u r s e l v e s .  The re  a r e  sound eco- 

n o m i c  r e a s o n s  f o r  d o i n g  t h a t  d u r i n g  a r e c e s s i o n .  B u t  w e  have  

been o u t  of t h e  r e c e s s i o n  f o r  q u i t e  a w h i l e ,  so t h a t  j u s t i f i c a -  

t i o n  does n o t  c a r r y  much w e i g h t  now. 

C o n t i n u i n g  a n  enormous d e f i c i t  d u r i n g  an economic r e c o v e r y  

h a s  s e r ious  consequences  which w i l l  e v e n t u a l l y  c a t c h  up w i t h  

u s .  Those consequences  may n o t  come as q u i c k l y  as p e o p l e  

t h o u g h t  a c o u p l e  o f  y e a r s  ago ,  b u t  I am conv inced  t h a t  t h e y  can- 

n o t  be pos tponed  f o r e v e r .  
0 

T y p i c a l l y ,  as t h e  e c o n o m y ' r e c o v e r s  from a r e c e s s i o n ,  t h e  

L_ p r i v a t e  demand for credi t  expands .  I f  t h e  government c o n t i n u e s  

t o  r u n  a d e f i c i t ,  - i t s  demand f o r  c r e d i t  w i l l  c o l l i d e  w i t h  pri- 

- v a t e  demand, f o r c i n g  i n t e r e s t  r a t e s  up. 

On t h e  s u r f a c e ,  t h i s  is  n o t  what h a s  happened. I n t e r e s t  

r a t e s  are  lower t o d a y  t h a n  t h e y  were 4 y e a r s  ago. F o r  example,  

t h e  i n t e r e s t  r a t e  o n  10-year  T r e a s u r y  bonds d e c l i n e d  from 15  

percent i n  1985 t o  a round  12  p e r c e n t  a t  t h e  end of 1984. More 

r e c e n t l y ,  as t h e  economy s o f t e n e d ,  t h e  r a t e  dropped  to e round  1 0  

p e r c e n t .  B u t  t h e  i n f l a t i o n  r a t e  h a s  dropped  from 1 1  p e r c e n t  i n  

1981 t o  a round  4 p e r c e n t  today .  Thus ,  r ea l  i n t e r e s t  r a t e s ,  

a d j u s t e d  for  i n f l a t i o n ,  are s i g n i f i c a n t l y  h i g h e r  t oday  t h a n  i n  

1981. 

High i n t e r e s t  r a t e s  l e a d  t o  s e v e r a l  o t h e r  problems. Nor- 

m a l l y ,  t h e y  d i s c o u r a g e  bor rowing  f o r  p r o d u c t i v e  d o m e s t i c  c a p i t a l  

i n v e s t m e n t .  T h i s ,  i n  turn, means t h e r e  w i l l  be slower growth  of 
e 

p r o d u c t i v e  c a p a c i t y  i n  t h e  f u t u r e  a n d ,  c o n s e q u e n t l y ,  slower 

growth  of t h e  economy a s  a w h o l e .  
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. Again,  t h e  current  e v i d e n c e  seems t o  c o n f l i c t - . w i t h  t h i s .  

I n v e s t m e n t  h a s  been r a t h e r  r o b u s t  o v e r  t h e  pas t  few y e a r s .  B u t  

I am conv inced  t h a t  t h i s  i s  d e s p i t e  t h e  b u d g e t  d e f i c i t ,  n o t  

b e c a u s e  of it. 

R e l a t i v e l y  h i g h  i n t e r e s t  ra tes ,  a l o n g  w i t h  a number of 

other fac tors ,  have encouraged  a n  enormous i n f l u x  of f o r e i g n  

c a p i t a l .  These  c a p i t a l  €lows--equal t o  h a l f  or more of t h e  bud- 

g e t  d e f i c i t - h a v e  modera ted  t h e  rise i n  i n t e r e s t  r a tes  a n d ,  

t o g e t h e r  w i t h  b u s i n e s s  t a x  cuts and a c o n t i n u i n g  growth  i n  out-  

p u t ,  have p e r m i t t e d  p r i v a t e  i n v e s t m e n t  t o  c o n t i n u e .  

However, t h e s e  c a p i t a l  f l o w s  mean t h a t  t h e  rest o f  t h e  

wor ld  is f i n a n c i n g  our current s t a n d a r d  of l i v i n g .  As ide  from 

t h e  q u e s t i o n a b l e  e t h i c s  of having  t h e  r i c h e s t  n a t i o n  on  e a r t h  

l i v e  beyond i t s  means on  c r e d i t  s u p p l i e d  by o ther  n a t i o n s ,  it 

seems d o u b t f u l  t h a t  t h i s  a r r angemen t  w i l l  c o n t i n u e  f o r e v e r .  

The c o u n t r i e s  from w h i c h  t h i s  c a p i t a l  is  coming have t h e i r  own 

needs  which w i l l  n o t  be d e f e r r e d  i n d e f i n i t e l y  t o  s a t i s f y  our 

appetites.  

The cap i t a l  f l o w s  have been l a r g e l y  r e s p o n s i b l e  f o r  t h e  

o v e r v a l u e d  d o l l a r ,  which causes our e x p o r t s - - r a n g i n g  from heavy 

cap i t a l  goods  t o  fa rm commodities--to be l e s s  c o m p e t i t i v e  i n  

wor ld  m a r k e t s .  The o v e r v a l u e d  d o l l a r  also r e n d e r s  o u r  d o m e s t i c  

m a r k e t s  much more v u l n e r a b l e  t o  competition by imports o f  eve ry -  

t h i n g  from a u t o m o b i l e s  t o  a i r c ra f t .  

F i n a l l y ,  o u r  h i g h  i n t e r e s t  r a t e s  and heavy  c a p i t a l  i n f l o w s  

a g g r a v a t e  t h e  t h i r d  world d e b t  p rob lem,  though t h e s e  e f f e c t s  a r e  

o f f s e t  to some d e g r e e  by t h e  i n c r e a s e d  c o m p e t i t i v e n e s s  of t h i r d  

world e x p o r t s  to  t h e  U n i t e d  Sthtes due  t o  t h e  h i g h  v a l u e  of t h e  
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d o l l a r .  Again ,  our p o l i c i e s  a r e n ' t  t o t a l l y  r e s p o n s i b l e  fo r  t h e  

d e b t  p rob lems  of o t h e r  c o u n t r i e s .  Those coun t r i e s  c r e a t e d  most 

of those  p rob lems  t h e m s e l v e s ,  w i t h  a l i t t l e  h e l p  from t h e  bank- 

i n g  community. B u t  t h e  economies of those n a t i o n s  and t h e i r  

p o l i t i c a l  and soc ia l  structures are f r a g i l e  enough t h a t  t h e  l a s t  

t h i n g  t h e y  need i s  a d d i t i o n a l  p rob lems  c r e a t e d  by unwise Ameri- 

c a n  economic policies. 

B u t  l o o k i n g  a round  us, we see a n  economy w h i c h  seems 

s t r o n g .  I n f l a t i o n  r a t e s  and unemployment have  d e c l i n e d  i n  a way 

w h i c h  seemed i m p o s s i b l e  o n l y  a .few y e a r s  ago. 

worry? 

Whe s h o u l d  w e  

F i r s t ,  t h e  economy i s  less  sound t h a n  i t  may look t o  t h e  

c a s u a l  o b s e r v e r .  C o n s i d e r  t h e  r a t e  o f  b a n k r u p t c i e s ;  t h e  prob- 

lems of o u r  banks ,  s a v i n g s  and l o a n s ,  and o the r  f i n a n c i a l  i n s t i -  

t u t i o n s ;  and t h e  c o n d i t i o n  of sectors s u c h  as a g r i c u l t u r e  and 

o u r  b a s i c  smokes tack  i n d u s t r i e s .  These  are  h a r d l y  t h e  s i g n s  of 

a s t r o n g  and r e s i l i e n t  economy. 

Second,  t h e  economy is s h o w i n g  signs of running out of 

steam. Growth h a s  s l o w e d ,  and t h e  l e a d i n g  economic i n d i c a t o r s  

s u g g e s t  f u r t h e r  weakness  i n  t h e  months ahead .  The e a s i n g  of 

mone ta ry  p o l i c y  i n  t h e  l a s t  couple of months i n d i c a t e s  t h a t  t h e  

F e d e r a l  Rese rve  is conce rned  a b o u t  t h e  o u t l o o k .  W h e t h e r  t h i s  

means t h a t  w e  are  i n  t h e  e a r l y  s t a g e s  of a recession, o r  o n l y  a 

t e m p o r a r y  pause, r e m a i n s  t o  be s e e n ,  & u t  i t  is h a r d l y  an encour-  

a g i n g  s i g n .  

T h i r d ,  t h e  a p p a r e n t  s t r e n g t h  of our economy o v e r  t h e  p a s t  

c o u p l e  of years  has  been  b u i l t  on borrowed money, and t h e r e f o r e  

we have  been l i v i n g  on borrowed t i m e .  
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We all know t h a t  you can l i v e  v e r y  w e l l  o n  c r ed i t .  

times you can l i v e  t h a t  way f o r  a l o n g  time. B u t  e v e n t u a l l y  

Some- _-. 

there  comes a day  o f  r e c k o n i n g .  T h e r e ' s  no e s c a p i n g  t h e  f a c t  

t h a t  what you borrow,  you m u s t  r e p a y ,  w i t h  i n t e r e s t .  And t h e  

l o n g e r  you have l i v e d  on cred i t - -and  t h e  h i g h e r  o n  t h e  hog you 

have  l i v e d - - t h e  worse is t h e  day of r e c k o n i n g .  As long as we 

were o n l y  t a l k i n g  about d o m e s t i c  c r e d i t ,  w e  c o u l d  a f f o r d  t o  t a l k  

about it i n  terms of s h i f t i n g  income among our own c i t i z e n s .  

B u t  now we a re  l i v i n g  on c r e d i t  f rom a b r o a d .  T h a t  means t h e  day  

o f  r e c k o n i n g  w i l l  i n v o l v e  s h i f t i n g  income from American c i t i z e n s  

to people i n  o t h e r  n a t i o n s .  

All o f  us, on t h e  a v e r a g e ,  may w e l l  see our s t a n d a r d  of 

l i v i n g  d e c l i n e  when t h e  day of  r e c k o n i n g  a r r i v e s .  

R e c e n t l y ,  I have h e a r d  people compare our c u r r e n t  s i t u a t i o n  

w i t h  t h a t  o f  Great B r i t a i n  s i n c e  t h e  end of World War 11. F o r t y  

y e a r s  ago, d e s p i t e  t h e  d e s t r u c t i o n  of war, B r i t a i n  was o n e  o f  

t h e  r i c h e s t  n a t i o n s  i n  Europe. B u t ,  o v e r  t h e  y e a r s ,  B r i t a i n  

f a i l e d  t o  d e a l  w i t h  some bas ic  problems.  I t  r e p e a t e d l y  promisee 

t o  a c t  o n  i t s  balance-of-payme I t  d e f i c i t s ,  l a g g i n g  p r o d u c t i v i t y ,  

and  h i g h  i n f l a t i o n .  But  becar,se a c t i o n  was so p a i n f u l ,  i t  was 

r e p e a t e d l y  pos tponed .  Today, B r i t a i n  h a s  s l i p p e d  from t h e  top 

r a n k  o f  European economic  powers. R e b u i l d i n g  h e r  economy now i s  

p r o v i n g  much more d i f f i c u l t ,  c o s t l y ,  and p a i n f u l  because ac t ion  

w a s  p o s t p o n e d  for  so long. 

The B r i t i s h  e x p e r i e n c e  is 

w h a t  c a n  happen i f  w e  p o s t p o n e  

Of c o u r s e  w e  may n o t  have 

p a i n f u l  a d j u s t m e n t  for  as long 

v e r y  h e l p f u l ,  b e c a u s e  i t  shows 

t a c k l i n g  t h e  d e f i c i t .  

t h e  luxury of p o s t p o n i n g  t h e  

a s  t h e  B r i t i s h  d i d .  Given t h e  
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fragile 

system, 

reasons 

condition of the international monetary and financial 

foreign investors could any day and for any number of 
-. 

suddenly decide not to lend us more money. I am not 

alone in my concern about this situation. Paul Volcker, the 

Chairman of the Federal Reserve Board, pointed out a year ago 

that we simply cannot afford to become addicted to drawing on 

increasing amounts of foreign savings to help finance our inter- 

nal economy. Although we do not know when, the process will 

eventually break down. 

The instability of international financial msrkets has been 

amply demonstrated in recenia months. Consider the speed with 

which foreign deposits were withdrawn from Continental Illinois 

wben it got into trouble, or the quick drop in the value of the 

dollar when reports circulated about a run on a few Ohio savings 

and loan associations. 

Unimaginable as it may seem for the richest nation on 

earth, we could find ourselves in an international debt cr i s i s  

caused by economic mismanagement of the sort we thought was 

reserved only for third world countries. 

I hate t o  think of the implications of such a crisis for 

o u r  own economy or that of the entire western world. 

It's much better to solve the problem now, rather than try 

to postpone it. That means tackling the deficit and tackling it 

as the highest priority objective of the federal government. 

B O W  TO DEAL WITH THE DEFICIT 

If we are to get serious about cutting the deficit--and I 

have t o l d  you why I think we must-the first s t e p  is to face the 

f ac t  that there are no easy, painless ways of doing it. 



.. 

F i - r s t ,  we c a n ' t  do i t  by j u s t  e l i m i n a t i n g  f r a u d ,  w a s t e ,  and 
..- 

abuse,  as  some, s u c h  as t h e  Grace  Commission, would have u s  

be 1 i e v e  e 

F o u r  y e a r s  ago ,  my p r e d e c e s s o r ,  E l m e r  S t a a t s ,  spoke here  i n  

one of h i s  f i n a l  p u b l i c  a p p e a r a n c e s  as  t h e  incumbent  Comptroller 

G e n e r a l .  X i s  s u b j e c t  was "Fraud, Waste, and Abuse and t h e  Fed- 

e r a l  Government." I ' d  l i k e  t o  recal l  some of h i s  words: 

R T h e r e  are t h o s e  w h o ' n a i v e l y  b e l i e v e  that t h e  e f f e c t i v e  
e l i m i n a t i o n  of t h i s  problem i n  our s o c i e t y  would be a 
panacea  f o r  a l l  of our n a t i o n a l  i l l s .  The r e a l i t y ,  of 
c o u r s e ,  is t h a t  t h i s  i s  a u t o p i a n  dream..." 

We s h o u l d  go  a f t e r  i n e f f i c i e n c y  w i t h  a vengeance ,  b u t  w e  

s h o u l d n ' t  k i d  o u r s e l v e s .  E l i m i n a t i n g  i t  w i l l  make o n l y  a modest  

c o n t r i b u t i o n  t o  c l o s i n g  t h e  d e f i c i t .  

Second,  w e ' c a n ' t  do i t  by j u s t  c u t t i n g  o the r  p e o p l e ' s  pro-  

grams. Anyone who p u t s  a budge t  t o g e t h e r  learns  a c e n t r a l  f a c t  

of l i f e .  Someone r e c e i v e s  e v e r y  d o l l a r  t h e  government  spends-- 

and wan t s  t o  go o n  r e c e i v i n g  it. Again ,  I would l i k e  t o  r e c a l l  

t h e  words of E l m e r  S t a a t s ,  spoken h e r e  4 y e a r s  ago: "One per- 

son's definition of w a s t e  is a n o t h e r ' s  d e f i n i t i o n  of absolute  

n e c e s s i t y .  " 

T h i r d ,  once  w e  s t a r t  t o  c u t  t h e  d e f i c i t ,  t h e  m i r a c l e  o f  

compound i n t e r e s t  b e g i n s  t o  work f o r  u s ,  r a t h e r  t h a n  a g a i n s t  us. 

L a s t  summer, i n  t h e  Brook ings  Review, Alice R i v l i n ,  t h e  

d i s t i n g u i s h e d  fo rmer  d i r e c t o r  of t h e  C o n g r e s s i o n a l  Budget  

O f f i c e ,  p o i n t e d  out  t h a t  e a c h  year w e  postpone a c t i o n  on  t h e  

d e f i c i t  adds 200 b i l l i o n  d o l l a r s  t o  t h e  d e b t  and i n c r e a s e s  

r e q u i r e d  a n n u a l  i n t e r e s t  payments  by 20 b i l l i o n  d o l l a r s .  On t h e  

o t h e r  hand, "a one  b i l l i o n  dollar e x p e n d i t u r e  c u t  would r e d u c e  
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. 
t h e  a n n u a l  d e f i c i t  a f t e r  f i v e  y e a r s  by a t o t a l  o f  1 . 7  b i l l i o n  

dollars--a f i g u r e  t h a t  r e f l e c t s  an  a d d i t i o n a l  s a v i n g s  o f  700  

m i l l i o n  d o l l a r s  i n  i n t e r e s t  payments ."  

C u t t i n g  t h e  d e f i c i t  t o  t o l e rab le  d i m e n s i o n s  w i l l  i n v o l v e  

c o n s i d e r a b l e  p a i n  and s a c r i f i c e  b u t ,  t h e  sooner w e  s t a r t ,  t h e  

less p a i n  t h e r e  w i l l  be i n  t h e  end. Everyone m u s t  accept--and 

be s e e n  t o  accept--a  p a r t  of t h e  burden .  T h i s  means t h a t  n o  

program c a t e g o r y  or economic s e c t i o n  c a n  be exempt: 

--Defense, r e p r e s e n t i n g  almost a t h i r d  of t h e  b u d g e t ,  c a n n o t  

be exempt.  0 

- -Socia l  ' s e c u r i t y  and Medicare ,  r e p r e s e n t i n g  a n o t h e r  t h i r d  or 

so, c a n n o t  be exempt. 

-Tax r e v e n u e s  c a n n o t  be exempt. 

Any i n t e r e s t  g roup  t h a t  tries t o  escape s h a r i n g  t h e  burden 

may r i s k  d e s t r o y i n g  t h e  c o n s e n s u s  f o r  any s o l u t i o n  a t  all. 

We m u s t  s o l v e  t h i s  problem t o g e t h e r .  I f  n o t ,  w e  f a c e  t h e  

p o s s i b i l i t y  o f  hav ing  a s o l u t i o n  imposed upon u s  by p e o p l e  i n  

other n a t i o n s  who a re  concerned  more about p r o t e c t i n g  t h e m s e l v e s  

t h a n  a b o u t  t h e  w e l f a r e  o f  Americans.  

I am so conce rned  about t h e  urgency  of d e a l i n g  w i t h  t h e  

d e f i c i t  t h a t  I have made i t  t h e  c e n t r a l  message of my a n n u a l  

report t o  t h e  Congres s  t h a t  w a s  i s s u e d  i n  J a n u a r y .  I n  t h a t  

report  I s a i d  r e d u c i n g  t h e  d e f i c i t  is  t h e  most c r i t i c a l  c h a l -  

l e n g e  f a c i n g  Congres s  and t h e  P res iden t - and  t h e  most d i f f i -  

c u l t .  Meet ing that c h a l l e n g e  means making h a r d  choices i n v o l -  

v i n g  t h e  d e f e n s e  b u d g e t ,  d o m e s t i c  p rograms l  and taxes .  

I n  t h e  l a s t  few weeks,  the S e n a t e  and t h e  Aouse have e a c h  

passed b u d g e t  r e s o l u t i o n s .  Those r e s o l u t i o n s  r e f l e c t  many of 

8 



, .  . 
.. . 

the elements f i E  the strategy I have just outlined.-. It seems 

very clear to me that both houses of the Congress are sincerely 

cominitted to doing something to reduce the budget deficit. But 

t9ey differ a great deal in how they would achieve that. 

If implemented, either version would try to restrain the 

rate of growth of the defense budget. But as you are no doubt 

aware, the House version would make sharper cuts in the defense 

budget than would the Senate version. And only the Senate 

version would limit the inflation adjustment for Social Security 

benefits. 

These differences reflect, in part, the partisan alignments 

of the two houses and are accentuated by the prospects of the 

1986 elections. Reconciling those differences will be very dif- 

ficult, but I am hopeful that the Senate and the Rouse can over- 

come their differences because of the urgency of the task an3 

its vital importance t o  the N a t i o n .  

The action so far represents real progress, an3 M e  should 

a l l  applaud it. But the passage of a budget resolution is only 

the first step in a long process. The resolution itself is only 

a statement of intention. The deficit won't be reduced by a 

single dollar unless those intentions are translated into 

actions--changes in laws and appropriations. Those actions have 

not yet been taken. 3ecause those implementing actions must be 

very specific to be effective, accomplishing them will be even 

more difficult than agreeing on a budget resolution, much of 

which is stated in very general terms. 

And this year's resolution, and implementing actions, must 

be followed by more action next year. Even with the difficult 
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cuts i m p l i e d  b y  this year's resolution, the deficit will be left 

unacceptably large, and I must warn you that even a pause in 
_. 

groNth, to say nothing of a recession, would cause the deficit 

to increase rapidly. If the current slowdown were to continue 

through next yearr for example, it could easily add $50 billion 

or more to the deficit. 

Thus, even under the best of circumstances, the process of 

agreeing on further large spending cuts will need to be repeated 

several years in a row before we can realistically say that the 

deficit is under control. a 

I, myself, am doubtful tfiat the deficit can be controlled - 
by concentrating exclusively on the spending side of the bud- 

get. The cuts this year, difficult as they have been, are easy 

compared to what will be necessary next year, and the year 

after. That is why I am convinced we must--and will--fin3 an 

acceptable way of restoring the revenue base. 

803 DO WE PREVENT IT FROM EAPPENING AGAIN? 

Secause I believe Me will solve the problem of the deficit, 

I also believe we should start thinking now about how we keep 

the same thing from happening again. 

In this case, we don't need to turn to the British fc>r 

ideas: we can learn a lot from the experience of our own cities 

and states. And the first lesson is that to prevent a problem, 

you need to know it's coming. Specifically, to prevent finan- 

cial problems, you need reliable, timely, and relevant financial 

information. 

In 1975,  New York City faced a financial crisis. It had 

been living beyond its means for more than a decade, financed by 
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a r a p i d l y  growing volume of  short-term d e b t .  

had been  e x p r e s s i n g  c o n c e r n ,  b u t  no  one i n  c i t y  government  took 

F i n a n c i a l  a n a l y s t s  
_. 

those w a r n i n g s  v e r y  s e r i o u s l y .  Then, one d a y ,  t h e  f i n a n c i a l  

m a r k e t s  s i m p l y  r e f u s e d  t o  a c c e p t  any more paper i s s u e d  by t h e  

c i t y ,  and t h e  day  of r e c k o n i n g  had a r r i v e d .  

The c i t y  c o u l d n ' t  pay i t s  bills and was f a c e d  w i t h  t h e  very 

r ea l  p r o s p e c t  o f  bankrup tcy .  When N e w  York S t a t e  t r i e d  t o  h e l p ,  

t h e  t h r e a t  o f  b a n k r u p t c y ' s p r e a d  t o  it, a s  wel l .  

I was i n v o l v e d  i n  t h e  e f f o r t s  t o  d e a l  w i t h  t h e  N e w  York 

C i t y  f i n a n c i a l  cr is is ,  so I have a p r e t t y  good u n d e r s t a n d i n g  of  

what happened.  A t  t h e  h e a r t  of t h e  problem, o f  c o u r s e ,  were a 

Tiumber of unwise pol ic ies  t h a t  l e d  New York t o  t r y  t o  l i v e  

beyond i ts  means. But  u n d e r l y i n g  t h o s e  unwise po l i c i e s  w a s  t h e  

f a c t  t h a t  t h e  government  o f  N e w  York d i d  n o t  r e a l l y  know i t s  own 

f i n a n c i a l  c o n d i t i o n .  

Bad f i n a n c i a l  management systems p e r m i t t e d  t h e  c i t y  t o  

i g n o r e  a growing set  of problems u n t i l  t h o s e  problems became s o  

l a r g e  t h a t  o t h e r s - - t h e  i n v e s t o r s - - f o r c e d  t h e m  t o  be s o l v e d .  

I n d i c a t i v e  of t h e  bad s t a t e  of  a f f a i r s  i s  t h e  f a c t  t h a t ,  

even  a f t e r  t h e  cr is is  a r r i v e d ,  i t  took  t h e  s t a t e  a year t o  f i n d  

o u t  how much d e b t  it owed. I n  t h e  c i t y ,  i t  w a s  e v e n  worse. 

Al though t h e  c i t y  government  p u b l i s h e d  an  a n n u a l  report a n  i n c h  

t h i c k ,  not even the accountants  could make s e n s e  of t h e  num- 

bers. N o  one c o u l d  even  r e c o n c i l e  t h e  c a s h ,  f o r  which t h e  bud- 

g e t  o f f i c e  and t h e  c o m p t r o l l e r ' s  o f f i c e  c a r r i e d  d i f f e r e n t  

numbers. 

I n  t h e  f i n a l  a n a l y s i s ,  t h e  c i t y  and s t a t e - - w i t h  a l o t  o f  

he lp  from t h e  f e d e r a l  government-began t o  d e a l  w i t h  t h e  crisis. 
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The city changed policies to reduce the operating deficit, 

and, while New York City may not be truly out of the woods yet, 

the worst of the crisis has passed. In the process of dealing 

w i t h  that  crisis, both New York City and State learned a very 

powerful lesson--and that is the value of having reliable, rele- 

vant, and timely financial information. 

One of the first things the city did--in the depths of the 

crisis, and admittedly with a fairly strong push from the fed- 

eral government--was to start overhauling its financial manage- 

ment systems. The city now has access to a steady flow of good 

financial management informqtion as a reliable basis for 

decision-making and annually publishes financial statements 

audited and prepared according to generally accepted accountinp 

principles. 

A number of cities and states have learned a lesson from 

the New York City fiscal crisis and have overhauled their own 

financial management systems. I've often said that the New York 

City crisis was to our public sector what the crash of 1 9 2 9  was 

t o  our private sector. In both cases, financial crises led to 

* massive reform of financial management and financial reporting. 

Other nations, i n c l u d i n g  those going through the  inter- 

national debt crisis, are learning the lesson too. One of the 

first things many of them discovered,in their crisis was that 

they didn't know how much debt they owed, who owed it, and to 

whom. 

L e t  me tell you-from talking to some of my counterparts in 

those countries--that can be a very frightening experience. 

12  



, .. . 

,Y-y Canadian counterpart, Ken Dye, is hard at work develop- 

ing a revised set of consolidated financial statements for the 

Canadian national government. He was given this responsibility 

by a government and Parliament which came to see the inade- 

quacies of the present statements. We are cooperating with this 

Canadian effort and expect to learn a lot from it. 

The time has come for our federal government to learn the 

lesson, too. We must realize that our government-facing 200 

billion dollar deficits--is not immune from crisis. It must put 

its financial house in order. That means adopting policies 

which will permit us to live within our means. But it a l s o  

means having the reliable and relevant information to understand 

the issues and make good decisions. 

If decision-makers and the public are to have the informa- 

tion they need to recognize and solve problems before the crisis 

stage, we must start now to overhaul our financial management 

systems. Those systems, many of which were originally designed 

during World War XI, are simply inadequalce for today's needs. 

L e t  me give you an example of what this means. There is a 

report called the Selected Acquisition Report--SA3 for short-- 

which DOD sends to the Congr,ess annually. In concept, it is 

very good. It is supposed to tell the status of each major wea- 

pons system in the DOD program in terms of cost, schedule, and 

technical performance. But the cost data comes from memorandum 

records, not the accounting system, and it ties to the budget 

only once a year. So what happens over time is that program 

managers--or others in the chain of command--conceive of better 

ways to present the information and, in the process, change the 
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numbers. The numbers often have no credibility because they 

have no base in the accounting systems. 

Let me give you another example. During the late 1 9 7 0 s ,  we 

had a series of budget projections that led policymakers to 

believe that each year's deficit was temporary. If we looked at 

the projections for 3 years ahead, it was always possible to 

conclude that the deficit would disappear without our having to 

do anything about it. We now know how wrong those projections 

were. Much of that failure came from what we now recognize were 

overly optimistic assumptions.about how the econbmy would per- 

form, and I don't want to minimize that aspect of the problem. 

But the problem also grew out of the lack of reliable 

information about the costs and results of ongoing federal pro- 

grams. Without that information-which can only come from qood 

financial management systems-it is extremely difficult, if not 

impossible, to develop reliable estimates of future 

requirements. . 
I am convinced that we c;n build the systems we need to 

provide reliable, relevant, ai.d timely information about our 

financial condition. And I am also convinced that we need such 

systems to prevent the kind of deficit we face today. GAO has 

recently published a report, Managina The Cost of Government: 

Building an Effective F i n a n c i a l  Management S t r u c t u r e ,  which sug- 

gests ways in which we might begin that task. It will not be 

easy and it w i l l  not be cheap, b u t  the effort and the cost wili 

be a lot less than if we don't do it at all. 

I'd like t o  close by showing that the need for sound finan- 

cial systems goes back as far as 1802 when Thomas Jefferson 
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wrote to the Secretary of the Treasury, Alexander Hamilton, 

about the quality of financial information in the federal  

government. He said, in part: 

_... 

"I think it an object of great importance. ..to 
simplify our system of finance...we might hope to 
see the finances of the union as clear and 
intelligible as a merchant's books, so that every 
member of Congress ... should be able to comprehend 
them to investigate abuses, and consequently to 
control them." 

We are no closer to that goal than we were in Jefferson's 

day. B u t  I am happy to adopt Thomas Jefferson's goal as my own, 

and I plan to spend much of my term of office pursuing it. I 

would certainly welcome your support. 

15 




